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FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO
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OTHER - See comments bel ow.

SUWARY OF BILL

Incone Tax Law, this bill would allow a taxpayer, when
realized upon the sale or other disposition of property,
i ndebt edness di scharged in connection with a

Under the Personal
determ ni ng the amount
to elect to include the anpbunt of

short-sale of the taxpayer's principal residence.
SUMVARY OF AMENDMENT
The proposed anendnents renoved the bill's prior |anguage whi ch woul d have

excluded fromgain any inconme fromthe cancellation of secured indebtedness
connected to the sale of the taxpayer's principal residence and added the
| anguage di scussed in this analysis.

The proposed anendnents resolve the inplenmentation concerns raised in the

analysis of the bill as introduced February 5, 1998. Except for inplenmentation
concerns and the changes noted in this analysis, the remainder of the prior
analysis still applies.

SPECI FI C FI NDI NGS

The current federal and state |awdiscussed in the departnent's anal ysis of the
original bill dated February 5, 1998, still applies and is supplenented by the
fol | ow ng.
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Under current federal and state law "acquisition indebtedness" neans any

i ndebt edness incurred in acquiring, constructing, or substantially inproving the
t axpayer's principal residence that is secured by such residence. To the extent
that the anount of indebtedness resulting fromrefinancing for the preceding

pur poses does not exceed the anmpbunt of refinanced indebtedness, acquisition

i ndebt edness woul d i nclude the refinancing of the indebtedness. "Hone equity

i ndebt edness” neans any i ndebtedness (other than acquisition indebtedness)
secured by a taxpayer's principal residence to the extent the aggregate amount of
such i ndebt edness does not exceed the fair market val ue reduced by the anmount of
acqui sition indebtedness for such residence. The aggregate anount treated as
honme equity indebtedness for any period cannot exceed $100, 000 ($50,000 in the
case of a separate return by a married individual).

This bill would allow a taxpayer, for purposes of determ ning the anount realized
upon the sale or other disposition of property, to include the anount of

i ndebt edness di scharged in connection with a short-sale of the taxpayer's
princi pal residence (i.e., anpunts that m ght otherw se be treated as inconme from
t he cancell ation of indebtedness). Thus, the taxpayer could apply the $250, 000
($500,000 if married filing a joint return) exclusion of gain realized on the
sal e or exchange of a principal residence to exclude the incone realized froma
di scharge of indebtedness on the short sale of the taxpayer's principa

residence. The exclusion is allowed each tinme a taxpayer selling a principa
residence neets certain eligibility requirenents, but generally no nore
frequently than once every two years.

This bill defines:

"qualified residential indebtedness" as acquisition indebtedness or home equity
i ndebt edness, as described in federal |aw

"principal residence" as qualifying for the federal exclusion of gain in the
sale of a principal residence (property owned by a taxpayer that was used as a
princi pal residence for a two-year period during the five-year period preceding
the sale of the property).

"di scharged in connection with a short-sale" as a | ender discharge of all or a
portion of the ampunt of acquisition indebtedness or honme equity indebtedness
exceeding the sales price of the principal residence occurring at the sanme tine
as the sale or other disposition of the residence to a party other than the

| ender.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnment's costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in
revenue | osses under the PI TL as shown bel ow
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Esti mat ed Revenue | npact of SB 1499
As Proposed To Be Amended
[$ In MIlions]
1998/ 99 1999/ 00 2000/ 01
($6) ($3) ($3)

The bill would be effective for taxable years beginning on or after
January 1, 1998, with enactnent assuned after June 30, 1998.

Thi s anal ysis does not consider the possible changes in enploynment, personal
i ncome, or gross state product that could result fromthis bill

Tax Revenue Di scussi on

The revenue inpact of this bill would be determined by (1) the nunber of
short-sal es of principal residences within a given year, (2) the anmunt of
cancel ed “qualified residential indebtedness” fromsuch sales, (3) the
nunber of taxpayers who elect to add di scharged debt to the anount realized
upon a sale, and (4) the average marginal tax rate of taxpayers with short-
sales. In any given year, the changing real estate market conditions and

ot her econom ¢ conditions would influence the magni tude of potential |osses.

The follow ng is based on information provided by staff at the California
Associ ation of Realtors:

For 1997, sales of California residential properties total ed 555, 380.

Short sal es peaked in 1994 at nearly 8% of total sales. Since 1994,
short sales as a percentage of total sal es have declined each year. In
1997, short sales were 4.6% of total sales.

Approximately three-quarters of total sales are sales of principa
resi dences. (The other one-quarter of sales represented sal es of
second/ vacati on hones and rental /investnent hones.)

For 1997, the average anmpunt of debt cancel ed per short sal e was
approxi mately $8, 000.

For 1998, it is assunmed that short sales will drop to 3.7%of tota
residential sales (a 20% reduction over 1997). Miltiplying the projected
nunmber of short-sales of principal residences by the average debt cancel ed
per sale in 1997 derives a projection of debt canceled for 1998 of roughly
$125 mllion. Miltiplying the $125 million by an assuned 6% margi nal tax
rate and by a 10% i nsol vency exception derives an estimated liability year
loss of $7 million. (The insolvency exception is a current |aw exclusion
fromgross inconme for debt discharged when the taxpayer is insolvent.)
Subsequent liability year |osses reflect additional assunptions for (1)

i ncreasi ng nortgage debt outstanding and (2) potentially inproving rea
estate market conditions.



